Introduction
This paper focuses on the similarities and differences between products and services with respect to the effects of satisfaction on firm performance. The differences between products and services have received significant research attention of late. That products outperform services on perceived quality and satisfaction, for example, is well documented (Fornell, 1992; Fornell & Johnson, 1993; Fornell et al., 1996; Johnson et al., 1999a, b) . This difference is attributed to the co-production process that typifies the production and delivery of services. Because service production involves more of the human resources of the firm and customers themselves (Bateson & Hoffman, 1999; Edvardsson, 1997; Gronroos, 1990) , it is more difficult to achieve predictably different quality levels. Products and services also demonstrate systematic differences in the relationship between perceived quality or satisfaction and productivity. Whereas changes in quality or satisfaction and productivity are positively related for more product-oriented firms, the relationship is negative for services (Anderson et al., 1997; Huff et al., 1996) . Moreover, the interaction between satisfaction and productivity has a greater impact on financial performance for products (Anderson et al., 1997 ).
Yet these studies have not examined how well the basic logic of the satisfaction-performance relationship operates in the context of goods versus services. According to this logic, satisfaction affects loyalty and retention, which in turn increases revenues and lowers operating costs to increase profitability (Johnson, 1998; Reichheld, 1996) . In support of this argument, research using national satisfaction indices in both Sweden and the US shows that satisfaction has a significant positive impact on market value as well as accounting returns (Anderson et al., 1994; Fornell et al., 1995; Inner & Larcker, 1996 , 1998 . But according to the satisfaction-performance logic, much of the effect of satisfaction on profits and sales growth is mediated by increased customer loyalty.
An interesting research question is whether this logic is more appropriate for services than products. As we shall argue, the satisfaction-loyalty-performance argument is more straightforward in a service context. One of the primary reasons is that the nature of production is fundamentally different in the two cases. Services are the result of a coproduction process that involves the service firm, their employees and customers themselves and occur at a time and place of the customers' choosing. Because products are typically produced prior to sale, there are greater incentives to push inventories through price incentives. As a result, customers who are 'loyal' to a product should not be as profitable, on average, as customers who are loyal to a service.
We test this argument and related propositions using firm-level data from the Swedish Customer Satisfaction Index (Fornell, 1992 ) over a 3-year period . Our results support the basic argument that the 'satisfaction logic' relating satisfaction to profitability is stronger for services than for products. In the following sections we overview the arguments relating satisfaction to profits and the nature of service versus product production. We then formulate a series of propositions and test them using the Swedish data. We end with a discussion of our findings and their managerial implications.
The satisfaction-loyalty-performance logic
The logic relating satisfaction and loyalty/retention to performance rests on the impact that satisfaction and loyalty have on different sources of customer-related costs and revenues. Satisfaction is defined here as a customer's overall evaluation of their purchase and consumption experience (Johnson & Fornell, 1991) . Loyalty is a customer's predisposition to repurchase from the same firm again, while retention is whether the customer has actually repurchased from the firm. For purposes of our discussion and empirical study, we focus on loyalty as a proxy for retention. This allows us to use a largescale database to test our predictions.
The logic argues that customer costs tend to be 'front-loaded' or occur early in a firm's relationship with a customer, while profits tend to be 'back-loaded' or accrue only after a customer is loyal for some time. Following Reichheld (1996) and Johnson (1998) , these sources may be categorized into six factors that affect overall costs, revenues and resulting cash flows:
(1) Acquisition costs. The costs of customer acquisition include incentive programmes, awareness advertising, prospecting costs, and the creation of internal customer accounts and records, all of which occur early in a firm's relationship with a customer. Low acceptance of, or response rates to, tactics designed to sign up new customers create significant expenses before customers generate any revenues.
(2) Base revenues. Over each time period that a customer is satisfied and remains loyal, the firm receives base revenue from that customer. This base revenue is more evenly distributed the more frequent the purchase-consumption-repurchase cycle, such as the monthly rate on a phone bill.
(3) Revenue growth. As customers remain satisfied and loyal, opportunities arise to generate increased revenues. This revenue growth comes from two general sources, the cross-selling of additional products or services and an increase in purchase volume or account penetration. For example, a satisfied insurance customer may increase the size of existing policies while also adding new policies to cover other insurance or financial needs.
(4) Operating costs. While revenues should grow, operating costs related to the purchase-consumption-repurchase cycle should decrease.
The more a firm gets to know customers, their habits, problems and preferences, the easier and less costly it should be to serve them. This would include knowing what types of problems tend to occur on customers' vehicles, how they like their meals prepared, or when they want their hotel room serviced. (6) Price premiums. Existing customers tend to pay a price premium compared with newer customers. Satisfied, loyalty customers are more likely to be in a habitual or repeat purchase mode of behavior as opposed to a mercenary, problem-solving mode. As a result, they are less likely to take advantage of price discounts as through a coupon or a bonus for switching to a competitor.
The overall result is a per customer profit stream that increases over time. The more loyal the customer and the longer the customer is retained, the more sales and profits the customer generates. Reichheld (1996) reports such profit streams in a variety of service contexts, including the credit card, automobile insurance, automobile service, industrial distribution, industrial laundry service, advertising and life insurance industries.
Yet this performance logic rests on some key assumptions. First, a firm's customer base must have the opportunity to be loyal. While transient customers may generate positive or negative word-of-mouth, they will not generate direct repeat sales or cross-selling opportunities. Second, the costs of switching from one competitor to another must be low. When there are significant barriers to switching, customers may be hostages in that they are relatively dissatisfied but remain loyal (Johnson, 1998; Jones & Sasser, 1995) . At least conceptually, however, these assumptions do not help us distinguish between products and services. But another assumption is that a high level of customer satisfaction creates loyalty. Put differently, loyalty is earned through high quality and satisfaction rather than being bought by, for example, a price promotion or other switching incentive. Based on the differences between product and service production (described later), we argue that loyalty is more likely to be earned for services and bought for products.
Two other assumptions further suggest that the satisfactionperformance logic is stronger for services. Customer referrals should have a greater impact on performance when the benefits of an offering are more intangible and difficult to communicate in the market-place.
As services are inherently more intangible than products, customer referrals should make a greater contribution to service performance.
Finally, the satisfaction-performance logic depends on the regularity of the purchase-consumption-repurchase cycle. For many services, it is a regular and oft repeated cycle (such as using and paying for phone services, bank services, gas-station services, insurance coverage, and so on). While the same is true for nondurable products (such as food products), this is not the case for major durable products (such as computers and automobiles).
Service versus product production: Loyalty earned versus loyalty bought
A fundamental difference between services and products is in how they are produced and consumed (Bateson & Hoffman, 1999; Edvardsson, 1997; Gronroos, 1990) . Services are activities that are typically produced in an interactive process in which the customers play an active role for the outcome. Some of these services are produced in interaction with the service company's employees (as with airline and hotel services), while in other cases the customer acts as 'sole producer' of the service (as with telecom services or ATM machines).
Services are also produced, delivered, and consumed in time and space where processes overlap and the customer carries out core activities.
A service company thus offers the prerequisites for a service, not the services per se (Edvardsson, 1997) . By prerequisites for the service we mean the proposed offer; how this is to be realized in the form of process and resource structure. We view these prerequisites for the service as the end result of the service development process. In order to guarantee service quality, there has to be quality in all parts of the prerequisites for the service. It is the customer outcomes from this process, in the form of quality perceptions and satisfaction, which 'is the service' that drives customer loyalty and subsequent firm performance. Because of this co-production process, a service is only produced on an as needed basis. In this way, services represent an extreme form of 'just in time' production ('just as needed'). In contrast, products are the result of a sorting process that includes the separation and accumulation of parts or materials, the allocation of these materials into combinations that meet the needs of production units, and the ultimate production of the product (Johnson et al., 1999b; Reekie & Savitt, 1982) . Importantly, these activities occur 'behind the scenes' from the customers' perspective. What emerges from the process is a heterogeneous supply of product offerings among which customers choose.
An important implication of these different production processes is that products are produced in advance of their purchase and consumption while services are not. For products, this creates opportunities and incentives to create 'loyalty' in more than one way.
We distinguish here between loyalty earned and loyalty bought. Loyalty is 'earned' when customers receive high quality and are so satisfied with their purchase and consumption experience that they are inherently predisposed toward a particular firm or brand. Loyalty is 'bought' when customers are likely to buy again only because they receive some effective price discounting in, for example, the form of a coupon, trade promotion, or price deal. For products that are produced and inventoried, sales are generated both from those customers who are predisposed to purchase again (loyalists) and mercenaries that buy more on price (see Jones & Sasser, 1995) . The problem is that while the mercenaries generate short-term sales, they involve lower margins and profits and do not necessarily generate future loyalty (Buzzel et al., 1990) . For services that are produced as needed and not inventoried, the incentives to push inventories through a price mechanism and generate 'mercenary sales' should be significantly lower. As a result, loyalty to services should be more profitable.
Naturally, a firm's offering is probably composed of both product and service components. Yet certain industries remain primarily services while others are primarily products. We thus test our predictions using a sample of firms from industries that are commonly classified as products versus services. In the following section we formalize our predictions in the form of a conceptual model and series of propositions. Our discussion suggests systematic differences in model effects for products versus services. We have argued that the satisfactionloyalty-performance logic is more consistent with service production, where loyalty is more likely to be earned, rather than with product production, where the potential to buy loyalty is greater. This suggests that the overall impact of satisfaction on both profits and revenue growth should be greater for services. If our arguments are correct, loyalty should mediate more of the overall effect from satisfaction to firm performance for services. These propositions are stated formally as follows:
Conceptual model and propositions
• Proposition 1: Customer satisfaction and loyalty have a more positive overall impact on profitability for services than for products.
• Proposition 2: Customer satisfaction and loyalty have a more positive overall impact on revenue growth for services than for products.
• Proposition 3: The degree to which loyalty moderates the positive impact of satisfaction on both profitability and revenue growth is greater for services than for products.
Naturally, there are many other factors that affect profits and revenue growth that are not specified in our model. It will be important, therefore, to focus more on the relative differences between products and services to test our predictions. As described earlier, the positive effect of satisfaction on firm performance is well documented. There are no published studies to our knowledge that test the satisfaction-loyalty-performance logic for products versus services. However, an unpublished paper by Johnson and Hart (1998) examined the effects of satisfaction and loyalty on annualized market returns using a sample of product and service firms from the American Customer Satisfaction Index (ACSI) database. Their results are consistent with our predictions and are detailed in our Results section.
Empirical study and results
Two data sources were combined to estimate and contrast the model in Fig. 1 for products and services firms. The satisfaction and loyalty data used in the analysis originate from the Swedish Customer Satisfaction Index (SCSI). The SCSI was established in 1989 and was the first truly national customer satisfaction index for domestically purchased and consumed products and services (for details see Fornell, 1992 However, most of the data are from 1995 and 1996. In 1997 the SCSI was forced to reduce the number of companies to half its normal size. This was because Sweden Post, the largest financial supporter and cofounder of the SCSI, could not continue its commitment due to largescale restructuring and cost-cutting activities.
The satisfaction and loyalty constructs in the model are operationalized using the latent variable indices from the SCSI. These two latent variables are built as weighted-averages of multiple questions/indicators included in the SCSI survey (see Fornell, 1992, for details). The reason for working at a latent variable level is that the number of questions related to the areas has varied to some minor extent. The profit latent variable is operationalized for each firm using three reflective measures: reported profits (PI), profits before write-offs (P2) and return on capital employed (P3). Revenue growth is operationalized using a single measure of the total financial turnover for the firm.
Empirical estimation of the model in Fig. 1 was conducted using partial least squares (PLS). PLS estimation accommodates the network of cause and effect relationships in the model and latent variable estimation. PLS is essentially an iterative estimation procedure that integrates principal component analysis with multiple regression.
Unlike covariance structure analysis (as via LISREL), the objective of PLS is to explain the ultimate dependent variables in the model (in this case financial performance). PLS is also well suited to small samples and skewed distributions. This motivates the use of PLS for estimation of the models represented in Fig. 2 (see Fornell & Cha, 1994, and Lohmoller, 1989 , for detailed descriptions of PLS).
The estimation results are presented in Fig. 2 . The results for product firms are to the left and the results for service firms are to the right. The figure includes the path coefficients or impact scores, the measurement loadings for latent variables and the R2 values for the endogenous variables (loyalty, profit and growth). Recall that both satisfaction and loyalty constructs are measured using latent variables scores (multiple item indices) from the SCSI, while growth is measured using a single variable. Hence, the measurement loadings in these three cases are all equal to one. Jackknife estimates of the path coefficients show that all impacts are significant (at p < 0.10), with the exception of the impact of loyalty on growth for both models.
Notice that while profitability for services is reflected highly in all three measures, profitability for products is a function of profit and return on capital employed (profit before write-offs is not systematically related to the other two profit measures).
Propositions 1 and 2 predict that the overall effect of satisfaction on profit and growth is greater for services than for products. Overall impact is calculated as the sum of the direct impact of satisfaction (e.g. 0.156 for the direct impact of satisfaction on profits for the service model) plus the indirect impact of satisfaction via loyalty (e.g. 0.443*0.287 for the indirect impact of satisfaction on profits for the service model). In support of proposition 1, satisfaction has a larger impact on profits for services (0.213) as compared with products (0.156). Likewise, in support of proposition 2, satisfaction has close to two times the total impact on revenue growth for services (0.268) compared with products (0.135).
The source of the effect is slightly different for the two performance measures. For profitability, the effect is driven by the significantly positive indirect effect of satisfaction on profits via loyalty for services compared with a negative effect for products. This is a rather stunning finding, that loyalty per se is not profitable for products, and is consistent with the notion that loyalty is more likely to be bought rather than earned. For revenue growth, the difference is driven primarily by the greater direct effect of satisfaction on revenue growth. The overall positive impacts that satisfaction has on the constructs in the model are not surprising in light of previous research using these data. Both the SCSI and the ACSI are significant predictors of loyalty (Fornell, 1992; Fornell et al., 1995) and, as cited earlier, are positively related to both financial and accounting returns. Yet the effect is clearly stronger for services.
Proposition 3 predicts that the larger total impacts for services are due to stronger satisfaction-loyalty-performance links. As noted, this proposition is clearly supported for profits. First, satisfaction has a larger effect on loyalty for services as compared with products (0.443 versus 0.311). Second, the impact of loyalty on profit is positive for services but negative for products (0.287 versus -0.204).
Both of these findings are consistent with the notion that product loyalty is more likely to be bought while service loyalty' is more likely to be earned. Thus, proposition 3 is clearly supported for profitability. The greater impact on revenue growth for services is, however, due more to the direct effect of satisfaction (0.268 for services versus 0.135 for products). This finding suggests that revenue growth comes primarily from such factors as customer referrals and word-of-mouth rather than customer loyalty per se.
Overall, our results support clear differences between products and services with respect to how satisfaction drives financial performance. The results are also consistent with the argument that loyalty for hardware can be bought, but services do not go on sale.
Whereas product production creates inventories and incentives to move those inventories, services are only produced as needed. Ultimately, our results emphasize the importance of a positive purchase and consumption experience (satisfaction) as opposed to loyalty per se in driving firm performance.
Before moving to our discussion, we report on a similar contrast of product versus service firms by Johnson and Hart (1998) that corroborates our findings. These authors compared 49 service firms to 40 product firms from the ACSI survey whose 10-year annualized market returns are reported in the Fortune 500. In analyzing the Swedish data, we stacked observations from year to year to increase the sample size. In Johnson and Hart's study each firm was a single observation.
Rather than stacking the data from year to year, the satisfaction and loyalty scores for 1994 through 1996 were used as multiple measures for satisfaction and loyalty respectively. Likewise, annualized market returns for 1995 and 1996 where used as multiple measures of market returns for each firm. The latent variable impact scores, shown in Fig. 3 , are equally as dramatic as those in Fig. 2. (The measurement loadings are not shown in Fig. 3 , but are all positive and significant.) While both the product and service firms showed a direct effect of satisfaction on market returns, there are three important differences between products and services that are consistent with our results. First, satisfaction has a greater positive impact on loyalty for services. Second, loyalty has a positive effect on profits for services but a negative effect for products. Third, the total effect of satisfaction on returns is much more positive for services (0.411) than for products (-0.078). This difference is even more striking than our results and suggests that the incentives for product firms to buy loyalty are even greater in the US compared with Sweden.
A recent example from the US highlights the phenomenon believed to be at the root of the problem. In 1998 General Motors created a 'Loyalty First' programme which amounted to nothing more than a price incentive to purchase its vehicles. All current GM owners were mailed coupons worth either US$500 or US$1000 toward the purchase of another GM vehicle. Within a week, GM dealers began to complain that, while the programme would generate sales, it would erode their profits and do little to generate long-term customer relationships. Indeed, competitors quickly announced that they would be happy to honor the GM coupons.
Discussion and managerial implications
The results from the study ought to be extremely important for product and service companies alike. As product quality, reliability and durability are getting more and more comparable across competitors (Johnson, 1998) , product firms find themselves in the situation of having to distinguish themselves in other ways. Competing on price is a natural but dangerous option that ultimately lowers profitability.
In contrast, competing more on services provides a platform for earning loyalty and increasing profitability.
We have argued that there are natural incentives to compete on price for products as opposed to services. A consideration of service quality and how it is communicated is another factor that probably creates a disincentive for services to compete on price. What a service company offers is often difficult for customers to assess and understand. Even if the service concept is clear and the prerequisites for a quality service are in place, the intangibility of service results in customers placing great emphasis on the trust they have in a service company. A low price has little or no effect unless the service quality is assured. Rather, a low price or 'extras' are more likely to give negative signals to customers regarding quality.
Furthermore, positive word-of-mouth from someone the customer trusts increases the likelihood that the customer will prefer the service. In contrast, it may be much easier to assess product quality prior to purchase (as through test-drives, free samples, objective ratings from government agencies, or concrete warranties).
Both our results and those of Johnson and Hart show that for product firms, loyalty can have negative effects on firm performance. This is perhaps the most important finding from the two studies. It means that companies working with physical products, according to our data, do not make money on loyalty per se. Rather, they make money on customer satisfaction. Customer loyalty, as a behavioral intention, is a strong indicator of how people act in the future and it may very well be the case that customers actually come back to the same company again. What our data indicate, however, is that these customers do not necessarily spend more money with the company when they come back.
Rather, they may just be getting a good deal. Satisfaction, on the other hand, cannot be bought in the same way as loyalty. One conclusion is that manufacturing companies should focus on increasing customer satisfaction rather than loyalty to improve their profitability. For services, according to our data, it is inherently difficult for firms to buy loyalty. Rather, they have to earn it.
One natural direction for future research is to explore differences among service firms themselves in terms of how they leverage the satisfaction-loyalty-performance logic. The research could even be extended to include different services offered by the same company where the differences may be even more pronounced. The role of the employees may thus be studied and understood more in-depth. However, this requires data at a much lower level of aggregation than those available from the national satisfaction indices.
Another possibility is to compare results from even more European countries within, for example, the ECSI consortium. There is at least one other study that has been carried out along these lines (Johnson et al., 1999b) . This study included the three established national Finally, it would be interesting to relate results from this type of study to the specific strategies that companies pursue with respect to their emphasis on generating short-run revenues (through costcutting or buying loyalty) as opposed to building long-term customer relationships.
